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TAX FORUM
DORIS L. BOSWORTH, CPA, Editor 
Peat, Marwick, Mitchell & Co. 
New York, New York
OPERATING LOSS CARRYOVERS
Quite often this column may seen redundant 
due to the fact that the same case appears in 
more than one issue. Unfortunately there have 
been occasions where a particular point has 
been called to your attention, and shortly 
thereafter the approach is changed or clari­
fied, necessitating revised thinking on the sub­
ject. The Chartier Real Estate Company case 
discussed in the last issue falls into this 
category.
You will recall that the Tax Court in Chartier 
Real Estate Company, Inc. v. Commissioner, 52 
T.C.—No. 40 (1969) reach an interesting con­
clusion concerning the absorption of a net op­
erating loss carryover in an instance where the 
alternative method of tax was utilized. To the 
extent that a net operating loss exceeded ordi­
nary income it was deemed available as a carry­
over to a subsequent year, even though it was 
less than the aggregate of ordinary income and 
capital gains in the particular year.
The Tax Court has now vacated and set aside 
its decision in that case. We wish to point out 
that this is a procedural matter only, concerning 
minor deletions and substitutions, which have 
no effect on the legal interpretation of the 
availability of net operating loss carryovers as 
set forth in the last issue of the Forum.
Another recent case involving net operating 
loss carryovers is presently being called to your 
attention, as it illustrates the weight accorded 
the “avoidance of tax” provisions of Section 269, 
despite the presence of good business purposes 
in an acquisition. In Scroll, Inc., Par. 69.154 
P-H Memo TC, there was an interesting fact 
pattern that failed to circumvent the provisions 
of Section 269.
A corporation in serious financial condition 
was being rehabilitated by its majority stock­
holder who had assumed control. Among the 
steps taken along these lines was the complete 
reorganization of a subsidiary’s operations, 
which resulted in the subsidiary beginning to 
show nominal profits in 1961. In that same year 
all of the stock of the subsidiary was sold to an 
outsider for an amount representing the net 
book value of the corporate assets. The acquir­
ing corporation was aware of the existence of a 
net operating loss carryover of almost $600,000 
when it purchased taxpayer.
Early in the following year another sub­
sidiary was merged into the acquired corpora­
tion; and in the tax return filed on behalf of the 
surviving corporation the $600,000 net operat­
ing loss carryover was applied against current 
profits of $976,641, of which only $35,000 was 
attributable to the corporation engendering the 
loss.
It was the opinion of the Court that the 
principal purpose of acquiring the loss corpora­
tion was to obtain the Federal tax benefit of 
such loss through the merger of a profitable 
subsidiary into the loss corporation.
The facts relied upon by taxpayer to establish 
a good business purpose were substantial—the 
cost of the “loss” acquisition was confined to the 
net book value of underlying assets which, by 
“prudent business man” standards represented 
a good investment. This was particularly true in 
that the purchase price did not involve any im­
mediate cash outlay on the part of the buyer, 
but was in the form of a non-interest bearing 
note.
Several hundred thousand dollars had been 
expended by the subsidiary for advertising 
which was not reflected in the purchase price, 
but which would be reflected in increased 
future earnings. A prestige business operation 
had been acquired with a minimum of 
financing. While it is true that Counsel for the 
acquiring corporation recommended the merger 
on the grounds of substantial State income tax 
savings, even before that reorganization took 
place there were valid business reasons for the 
acquisition.
The Court conceded that, on the basis of the 
foregoing, the acquisition might probably have 
been made in any event; but believed that the 
subsequent merger gave rise to a step trans­
action that must be viewed as a whole. It was 
felt that the substantial Federal tax savings in­
volved in the merger had to be the principal 
purpose of the initial acquisition, and the net 
operating loss carryover was therefore denied.
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Of passing interest was a footnote in the de­
cision to the effect that the surviving corpora­
tion should have been able to use the carryover 
to the extent of profits generated by its own 
operations. The issue had not been raised in the 
case, however, and the entire loss was dis­
allowed. If the acquired corporation had been 
maintained intact a portion of that loss could 
have been absorbed. Where the profits of the 
loss company therefore, are susceptible of 
proof, this point should be borne in mind, as 
the Commissioner is empowered to allow as 
much of the loss carryover as does not result in 
tax avoidance.
TAX REFORM
It would be impossible in this column to 
analyze the impact of the present Tax Reform 
bill on future transactions. A word to the wise 
tax practitioner, however, should be sufficient. 
A careful study of all its provisions should be 
made, accompanied by a post review of prior 
tax planning to determine what initial objec­
tives are affected by the Bill. Of immediate im­
port is the effective dates of many provisions, 
regardless of the date of enactment—the July 
25, 1969 date applicable to the alternative 
capital gains tax for individuals, for example, is 
of paramount consideration in the current year.
YOUR OIL OR GAS WELL—
(Continued from page 13) 
lease. Major oil and/or gas companies have a 
production accounting department where all 
run records are computed, proceeds from sales 
are determined and distributions to the various 
interest holders are made.
Several other types of payments may be 
made for specific purposes and for a limited 
time. Some of these include a ‘carried interest’ 
or sometimes called a ‘revisionary interest’ 
which is defined as a ‘working interest par­
ticipation in producing property whereby the 
operator is reimbursed his investment out of oil 
before the recipient receives a percentage share 
of net income.’ There is also an ‘oil payment’ 
which is a fixed sum derived from a percentage 
of the gross income from production. This oil 
payment could be for a sale of a portion of the 
production in a working interest ownership, it 
could represent a gift to another or perhaps to 
a foundation or non-profit organization, or other 
types of assignments of interest with oil pay­
ments reserved. ‘Over-riding royalty’ represents 
a percentage of the gross income from produc­
tion deducted from the working interest and is 
free and clear of expenses except for production 
taxes and transportation charges.
‘Working Interest’
Reference has been made in several places 
throughout this article to the ‘working interest.’ 
For clarification, this is defined as ‘the op­
erators mineral ownership involving the cost of 
drilling, completion, equipment and producing 
in contrast to the (free) royalty interest. These 
costs may be either tangible or intangible. The 
tangible represents that part of cost included 
in equipment and lease cost and is capitalized 
and depreciated over a period of years. The in­
tangible costs represent labor, supplies and such 
other expenditures which are considered not to 
have a salvage value.
The Records
The offices of the oil operators contain such 
records as lease records, lease and well equip­
ment ledgers, crude purchase journals, tank 
farm daily reports, crude sales journals, sum­
maries of oil receipts and deliveries as well as 
the standard inventory, cash receipts and dis­
bursements journals and general ledgers found 
in most business offices. Each of these either in­
dividually or collectively are a very important 
segment of the accounting system for this in­
teresting industry.
In Conclusion
Another segment of the oil industry which 
has come into its own within the last ten years 
could be a complete paper within itself since it 
varies in so many ways from the work done on 
land. In ‘offshore drilling’ some of the equip­
ment is quite similar, transportation to and from 
the site is definitely not the same, and the crews 
are provided living quarters for several weeks 
at a time before returning to shore for leave. 
Helicopters are proving they have a permanent 
place in the movement of materials and/or 
crews between the shore and the installation at 
sea.
As with the space program which has be­
come so magnificent over the last few years, 
only time will tell what is yet to be explored 
and depths which can be reached by man dur­
ing the exploration of new areas in deep water 
drilling. Surely it will be an interesting time 
ahead with new terminology, new accounting 
systems and new methods of operations.
If all accounting data is stored in the computer, how can the client blame the auditors for everything that 
cannot be located after the audit?
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